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Introduction
Foreign direct investment (FDI) is crucial for catching up growth in emerging markets and their smoothed integration into the world economy. With a share of around 10 percent, FDI accounts for a huge part of gross capital formation in emerging markets. FDI fosters the modernization of industries and can contribute to GDP growth even more than domestic investment (Borensztein, De Gregorio and Lee, 1998) . By initiating spillovers through the diffusion of new technologies and management skills, FDI can raise total investment in the host economy more than one for one. The impact may be restricted by insufficient absorption capacities, i.e. technological backwardness or a low qualified labour force in the recipient country, see De Mello (1997) . The actual size of the FDI multiplier depends on the degree of complementarity and substitution between FDI and local investment. Crowding out effects can occur especially in the short run, if domestic firms are unable to compete with more advanced foreign companies (Markusen and Venables, 1997) . Often, they operated under sheltered trade regimes before (Agosin and Machado, 2005) . The net effect is also shaped by the institutional conditions in the host country. By imposing regulations like local content requirements, policies might affect the industrial structure and can influence the transition towards market based economies (Kumar, 2002 ).
- Figure 1 and Table 1 about African (MENA) countries did not benefit from the recovery. FDI inflows amount to 60 percent of the pre-crisis level, and this share has been fairly constant over the recent years. The region 2 receives only 3 percent of the total inflows to emerging markets. However, compared to GDP, the FDI stock is even larger than in other areas (Table 1) . Eventually, foreign capital is used less efficiently in the MENA region, probably due to shortages in human capital or poor financial markets (Alfaro, Kalemli-Ozcan and Sayek, 2009) . Unveiling the reasons of why some countries are more successful than others is important for policy advice, especially in the capital-starved countries.
This paper provides comprehensive evidence on the determinants of FDI in emerging markets and the role of regional trade agreements (RTAs) therein. To foster catching up growth, countries are engaged in trade agreements, both within the region (South-South) and between them and industrial countries (North-South). These agreements are seen as catalysts to im- Second, the impact of the RTA is important. However, as can be seen in case of the Mena region, RTAs do not generally rise the attractiveness of the region for foreign investors. Third, financial deepening in the host country matters, often again in combination with the framework conditions. The institutional design may not be relevant per se, but only in terms of its interaction with the macroeconomic determinants. Thus, the implementation of more business-friendly institutions remains a challenging task for policymakers.
The rest of the paper is organized as follows. Section 2 discusses how regional integration can potentially affect FDI, in addition to the standard determinants. RTAs are reviewed in Section 3. Section 4 presents the econometric approach and provides a discussion of the results. Section 5 concludes with policy implications.
Locational decisions of multinational firms
According to the IMF manual of the Balance of Payments, FDI is an investment made to acquire long lasting control over an enterprise operating in a foreign country. The purpose of the investor is to gain an effective voice in the management. A threshold of 10 percent of the company shares is usually seen as the minimum to exert significant influence on foreign firm decisions. Following Dunning and Lundan (2008) the reasons for being engaged in foreign investment can be classified into four categories: the seek of natural resources, markets, efficiency and strategic assets. The need for safe access to natural resources may explain much of early FDI flows, mainly from industrialised countries to developing, but often resource-rich economies. The market seeking motive is directed to improve the presence in international markets. The purpose of efficiency FDI is to take advantage of different factor endowments and institutional conditions in several countries. In a globalized world, they can lead to a reallocation of production across regions. FDI in strategic assets involves the acquisition of knowledge-based resources with the aim to transform the core competency of the investor and his competitive position.
As a rule, the benefits of going multinational must compensate for the costs of operating abroad. FDI may be of the horizontal or vertical type, see Navaretti and Venables (2006 lower costs of producing abroad and trade costs to export the products to the sales market.
Trade and FDI are substitutes in the horizontal case, but complements when FDI is vertical.
Low trade costs should discourage horizontal FDI but encourage vertical FDI. Note that this does not necessarily imply that a decline in trade costs will reduce the weight of horizontal in total FDI. If costs fall due to the removal of trade barriers in a RTA, outside firms invest in one country to serve the entire trade block. By integrating both variants as special cases in a general equilibrium model with international fragmented production and different factor endowments, Markusen and Maskus (2002) found support for the horizontal model and rejected the vertical alternative.
From the variety of determinants potentially affecting FDI, the market size effect appears to be the most robust, i.e. larger countries receive higher FDI (Chakrabarti, 2001) . Other candidates, such as labour costs, openness to trade, or exchange rates have been widely discusssed in the literature, but the findings are controversial. See Blonigen (2005) for a recent survey of empirical findings. In principle, lower labour costs in the host relative to the home country can attract investments seeking for efficiency, i.e. the effect of labour costs on FDI should be negative, see Bevan and Estrin (2004) , among others. Similarly, Braconier, Norbaeck and Urban (2005) found that countries where less-skilled labour is relatively cheap can acquire more resources. However, there might be also a multinational wage premium, as wages offered by foreign companies often exceed the domestic level (Aitken and Harrison, 1999) . Furthermore, wages reflect labour quality and productivity. If foreign investors demand higher skills, the overall effect on FDI can turn to be positive. In fact, numerous studies reported that better human capital will stimulate FDI (Noorbakhsh, Paloni and Yousef, 2001 ). The impact of openness is also not clear on a priori grounds. Openness to trade can be important as multinational firms pursue increasingly complex integration strategies that require the unrestricted exchange of intermediate goods at all stages of the production process. Indeed, several authors reported a positive rela-5 tionship between openness and FDI, although it might be restricted to some industrial sectors, such as manufacturing (Wheeler and Mody, 1992) . But a direction of causality is not implied.
Efficiency seeking FDI boost exports and openness, implying that endogeneity problems can occur. Besides that, the results might be subject to measurement error: Countries with larger domestic markets tend to be less open, since foreign trade to GDP ratios are often taken as a proxy for openness.
Many authors argued that an appreciation of the home currency can raise FDI to the host country, see for example Froot and Stein (1991) and Klein and Rosengren (1994) . To the extent that firms at home hold more of their wealth in own currencies, a depreciation of the host currency raises their relative wealth position and lowers the relative capital cost. Hence, investors seek more aggressively for assets abroad. Note that the argument relies on imperfect capital markets. Otherwise, arbitrage will prevent the existence of persistent differences of the risk-adjusted expected returns across countries. Moreover, investors do not expect a further depreciation after the investment is made. In recent years, quantitative easing policies in the industrial states contributed to huge capital inflows in developing countries. Their reversal may cause a decline of FDI, leading to a depreciation of emerging market currencies. In addition, high volatile exchange rates can deter FDI. The increase in risk reduces the certainty equivalent of the exchange rate, and lowers expected profits from FDI. This is particularly relevant if production structures are quite inflexible, i.e. if FDI projects represent huge sunk costs (Aizenman, 1992) .
Besides the macroeconomic factors, institutional conditions in the host countries can be decisive to attract FDI, see Wei (2000) and Luo (2009) . For example, weak legal protection of assets increases the risk of expropriation. Lee and Mansfield (1996) found a positive relationship between FDI and the protection of intellectual property rights. Habib and Zurawicki (2002) reported a negative influence of corruption on FDI, as it can lead to operational inefficiencies.
Payments to host country officials increase the cost of doing business when compared to a more competitive market. Drabek and Payne (2001) provided evidence on a negative impact of non-transparency, i.e. a composite measure based on corruption, unstable economic policies, weak protection of property rights and poor governance on FDI. Institutional quality, the absence of internal conflicts as well as ethnic tensions and political stability can play an independent role, but may also interact with the macroeconomic environment. For example, openness to trade might be crucial to FDI, but only in countries with sound institutions.
Globermann and Shapiro (2003) stressed the role public goods to stimulate FDI.
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The implementation of RTAs affects the regulatory framework under which international investors operate (Blomström and Kokko, 1997) . While potential direct effects may be related to parallel changes in the investment rules associated with the RTA, indirect effects can occur due to trade liberalisation. As RTAs combine formerly fragmented markets to a more homogenous one, the market size is affected. Efficiency gains are expected due to the exploitation of comparative advantage and intensified competition in the integrated area. The larger market size generates economies of scale. Baltagi, Egger and Pfaffermayr (2007) . The rationale behind AGADIR is that integration in Northern
Africa is easier to achieve with a core set of countries, and that others can join whenever they are prepared. AGADIR includes the dismantlement of customs, liberalisation of trade including agricultural products, technical assistance to support small and medium sized firms, rules for government procurement and intellectual property rights, common standards and specifications, and mechanisms to resolve conflicts. One specific feature is that AGADIR refers to the EU rules of origin: The EU allows its Mediterranean partners to cumulate value added. According to this principle, preferential treatment holds, independently where of the location of production stages, as long as they are in a partner country. In contrast, the US considers the value added only in the country exporting to the US. The AGADIR region refers to a market of more than 100 million people. GDP is 270 billion USD, measured at constant prices and constant exchange rates. Trade among the signatories is modest, implying that the region is still highly fragmented and cannot be seen as an integrated market. The exports of the member states to each other amount to 3 percent of their total exports. In contrast, almost 45 percent of exports are delivered to the EU. The share seems to be on a declining trend, despite numerous bilateral association agreements.
The MERCOSUR area (http://www.mercosur.int) includes Argentina, Brazil, Paraguay and Uru- Brazil is the largest economy, with shares of 80 percent, both in terms of population and output. Exports within the region amount to 15 percent of the total exports of the member states.
The main export markets outside the area are of similar size, with shares of roughly 20 (EU), 10 (US) and 15 (China) percent. FDI inflows into the region increased tremendously after MER- . The RTA aims to increase the competitiveness of ASEAN countries in the global economy by reducing intra-regional tariffs and non-tariff barriers especially on manufactured goods. Actually, tariffs on products listed in the Common Effective Preferential Tariff scheme may not exceed 5 percent. To be subject to the low tariffs, the cumulative value added of ASEAN producers needs to be above 40 percent of the total value of the product. Tariffs on imports may be different according to the national regulations. The area comprises 450 million people, with a real GDP of 1.2 trillion USD. Due to the intensive division of labour in the area, the share of intra-regional exports in total exports (22 percent) is higher than for major trading partners, including China (18). AFTA accounts for 15 percent of output in the whole Southeast Asian region. The small share is due to the fact that large countries like China and India are not members.
- Table 2 about here-
The impact of RTAs on FDI is not obvious (Table 2 ). For the MENA region, the inflow of foreign capital to GDP has been more visible for the non-AGADIR countries over the last two decades.
There is also a substantial acceleration for the AGADIR members at the launch of the RTA. Low initial values in Latin America may reflect large country risk due to the preceding debt crisis.
With the turn of the century, however, FDI expanded at a higher rate than GDP, but initially in the non MERCOSUR states. FDI inflows to the AFTA region increased tremendeously over the Due to the presence of the lagged dependent variable, the least squares dummy variable is no longer consistent (Baltagi, 2008) . The within transformation to remove the country fixed effects will inevitably introduce a correlation with the error term, even if the latter is not serially correlated. The bias declines in t, but it can be still substantial even if the time dimension is of moderate size (Judson and Owen, 1999) . To deal with this issue, the first difference transfor-
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wipes out the country fixed effects in a first step. Second, instruments like FDI i,t-2 or ΔFDI i,t-2 are employed to replace the lagged dependent. Since they are correlated with the original regressor, but not with the error term, the IV estimator will be consistent, albeit not efficient. In fact, it does not exploit the full set of orthogonality restrictions that exist between the lagged values of the endogenous and the error term. The moving average structure of the disturbances in the differenced model is also neglected. By incorporating this information in a huge matrix of instruments, the Arellano and Bond (1991) GMM estimator can provide efficiency gains. In case of homoscedastic errors, the validity of the instruments can be checked by a Sargan test on overidentifying restrictions. Given that the null hypothesis is not rejected the instruments are appropriate.
The regression framework is based on country individual and RTA related variables, where the latter focus on the market size aspect. In particular, FDI is defined as the FDI stock in the host country, normalized by GDP. To the extent that foreign investments are reversible, stocks are better proxies for FDI activities than their incremental change per period. In addition, variables based on stocks are more robust to temporary distortions. In line with the previous findings, macroeconomic conditions are captured through real per capita GDP and openness to trade, i.e. the trade to GDP ratio, where trade is equal to the sum of exports and imports. For real GDP per capita and openness, RTA related series are also included. They are measured as the gap between these variables at the RTA and the individual country level, and equal to 0 until a country enters the agreement. Due to this setting, an impact of the RTA on FDI can be identified. As the gaps are different across the members, the countries can benefit from the RTA to a different extent.
The regression controls for the real exchange rate, i.e. the deviations from the purchasing power parity condition. They are measured by the bilateral rate of the domestic currency against the US Dollar and based on consumer price indices. Financial depth is captured by domestic credit to the private sector and broad money, both relative to GDP. The institutional conditions are described by government effectiveness, control of corruption, political stability, regulatory quality, rule of law and voice and accountability reflecting the ability of citizens to participate in the political process.
While per capita GDP and the real exchange rate are both measured in logs, the FDI stock to GDP ratio, domestic credit to the private sector, broad money, openness and the two gaps - Table 3 about here- According to the results, FDI decisions show a substantial degree of persistence. As the dynamic effect has been often neglected, many previous studies suffer from omitted variable bias.
The impact is strong in the Latin American and Southeast Asia. Hence, the size of the coefficient may reflect the success of previous long-oriented policies to attract FDI, especially in the states of the AFTA agreement. The smaller coefficient in the MENA countries points to weaker agglomeration effects, probably because of a lack of policy coordination in largely fragmented markets. Openness and financial depth turn out to be main drivers of FDI in the MENA sample.
In contrast, per capita GDP is relevant, but the effect is limited to countries joining the AGADIR treaty. Hence, FDI will be stimulated by a larger market size, and countries with a higher growth potential will receive higher benefits. The significance of the product of the income gap with the institutional setup suggests that FDI may accelerate in countries where the institutional environment is more supportive for business activities.
An income effect is also relevant in the Latin American panel. 
Conclusions
This paper investigates the impact of South-South trade agreements on FDI in emerging countries using dynamic panel models and GMM estimation techniques. In a comprehensive analysis, the MENA countries are compared to the better performing regions in Latin America and Southeast Asia. Several striking results emerge from the analysis. First, agglomeration effects are the most important variable, but they appear to be less pronounced in the MENA region.
This can point to impediments in the coordination of FDI policies within the area. Eventually, the introduction of special economic zones and better transnational policy cooperation might be suitable strategies to foster agglomeration and FDI. Second, RTAs have an impact. In fact, the evidence casts doubts that the often reported market size effect is robust, as a role of income is detected only for the members of the RTA. However, RTAs do not generally improve the attractiveness of the region for foreign investors. This can be seen in the MENA sample, where business-friendly institutions are required for the impulse. Third, financial deepening in the host country is crucial, often again in combination with the framework conditions. In fact, the institutional design may not be relevant per se, but only in terms of its interaction with the macroeconomic determinants. Thus, the implementation of more business-friendly institutions is a challenging task for policymakers. Arellano and Bond (1991) .
